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Overview

The macroeconomic issues that plague China are well known.
Critics question the sustainability of its growth and prophesy a
catastrophic collapse, pointing to some difficult problems:

1. The country is accumulating too much debt at an
unsustainable pace with the problem exacerbated by the
burgeoning shadow banking sector. Every other country
that has experienced this has gone through a crisis.

2. Chinais coming up against the middle-income trap, where
it will be unable to progress to the next stage of growth.

3. Its bewildering web of inefficient state-owned enterprises
is sucking up misallocated resources and contributing to
the debt problem.

4. Its undemocratic government makes for an unstable
system and an unsatisfactory social compact that cannot
sustain long-term growth.

There is some truth to some of these issues, but we believe
that China is able to engineer a soft landing and to sustain
growth, albeit at a lower level than it is used to.

Economies that have experienced these problems typically
face a crisis that pans out in one of two ways: 1) either like the
Asian Financial Crisis (AFC) of 1997; 2) or the long-drawn two
decades of no growth as experienced by Japan. We think that
the first scenario is unlikely. China has a low chance of a crash
like the AFC which was triggered by capital outflows and a
weak banking system. China’s debt is largely domestic and its
capital controls act as flood barriers to prevent outflows that
can damage the system. If the bears on China are right, the
second scenario has a higher probability, with growth
decelerating. If nothing were done to change course, it could
become like a slow train wreck.

However, we think that China can avoid this as it has studied
Japan'’s experience, identified its pitfalls and will not let history
repeat itself. Japan had allowed the yen to grow overly-strong,
the property and financial market bubbles to inflate
unhindered and failed to push innovation in key industries.
Unlike Japan, the Chinese leadership has strong political will to
address these excesses with controls on the renminbi and
various measures to fight the property and financial bubble.

Overcoming the shadow of excessive debt

China’s debt level is very high for an emerging market, and the
rate of growth is high by any standards, giving rise to the

worry that as the economy slows, much of this debt cannot be
repaid. For example, household debt as a percentage of
nominal GDP is close to 50 percent for China, outstripping the
average for emerging markets at below 40 percent (Chart 1).
The increase has been particularly pronounced in the last five
years. China’s non-financial sector debt to GDP has grown to
be the highest among emerging markets at more than 250
percent, rising 80 percentage points in the last 8 years and
outstripping growth in all the advanced economies (Chart 2).
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In addition, much of this debt is not in the traditional banking
system, but is in the shadow banking sector. Bank credit has
grown at a relatively stable rate, hovering at below 150
percent of GDP, while non-bank financing has grown
exponentially in the last eight years from constituting less than
50 percent of GDP in 2009 to almost 100 percent of GDP in
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2017 (Chart 3). The ballooning shadow banking sector can be
seen from the growth in wealth management products (WMP)
that were virtually non-existent in 2008 to now totaling almost
RMB 30 trillion, and entrusted loans similarly growing to
almost RMB 15 trillion in 2017. This growth in the shadow
banking sector, if left unregulated and unchecked, increases
the risk in the financial sector which in the extreme could
become much like what we saw in the Global Financial Crisis of
2008.

Chart 3: China - Non-financial Sector Debt
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The concern is that in an environment with a young
entrepreneurial business culture where many players have
neither seen a recession nor a credit crunch, it is inevitable that
credit approvals will be too lax and businesses use more debt
than is prudent. As growth slows, even more debt will need to
be added to keep the economic engine revving, or else it will
keel over and collapse, leaving a mountain of unpaid debts.

While we acknowledge these risks, we think China will be able
to avert a hard landing. For one thing, the debt in the system is
nearly all local, so the chances of a 1997 Asian Financial Crisis-
type collapse where foreigners withdraw their funds, are
virtually non-existent. The government’s controls on the
capital account means that the danger of capital flight is very
low. In addition, the government is cognizant of the dangers of
the excessive debt growth and has taken steps to curb it, with
some signs of this bearing fruit. It has not been afraid to
engineer an economic slowdown to achieve this, with
attempts to channel credit to higher capital value-added areas.
While it has not yet been able to reverse the debt growth,
government-enacted measures have retarded and caused
debt levels to creep sideways. For example, the increase in
China banks’ claims on non-bank financial institutions (NBFls)
has slowed to near-zero in 2017 from almost 30 percent in the
previous year.

Minding the middle income trap

With China’s rapid development and ascent, its economy has
reached a middle income stage where traditionally, growth
slows and plateaus, and it becomes difficult for the country to
become wealthier. It is normally argued that in the early part of
a country’s development where there is a lack of capital,
wherever capital is invested it reaps huge returns. Over time,
returns diminish as the access to cheap labour such as those
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from the countryside, which had hitherto contributed to the
easy gains, diminishes. With the low-hanging fruit having been
picked, the growth model needs to evolve to adjust to higher
costs as wages start to rise quickly. There is a need to move to
a more services-led, consumer-driven and less capital
expenditure-dependent economy. The people and businesses
that had done well from the first stage of development fight
the changes that are necessary and the economy is caught in
the ‘middle income trap’.

Having witnessed how its East Asian peers such as South
Korea, Taiwan and Japan sailed into crises without realizing or
taking action, China is aware and bent on averting the same
fate. Japan suffered a lost two decades with economic
stagnation when the yen was allowed to become too strong,
the property bubble grew out of hand and companies
speculating in real estate bought too many trophy assets
overseas. These finally came to a head when the financial
market bubble burst. It is easy to get hooked on living in rose-
tinted revelry and hard to pull back or change course to avoid
a crash landing when things are going well.

China’s advances in economic reforms in the past three years
such as most provinces issuing policies to grant migrant
workers household residency, and implementing measures to
address their housing, education and other basic needs, are a
step in the right direction. The government has pushed
forward with liberalization, giving foreign firms greater access
to its market. This includes lifting the ceiling for foreign
holdings in financial joint ventures and allowing credit rating
agencies to do business without Chinese partners. We think
with concerted effort at continuing reforms, China has a good
chance of avoiding the middle income trap.

Ridding inefficiencies in state-owned
enterprises

An important element in averting an economic meltdown
hinges on the success of reforming state-owned enterprises
(SOEs). China’s SOEs have access to a larger share of the
finance in the economy than their share of activity and is also
blamed for the mounting corporate debt that critics point to as
a ticking economic time bomb. In 2016 and 2017, the growth
rate of capital expenditure for private firms was much less than
that of state-controlled firms, suggesting that the private
sector was more cautious about the future and that SOEs were
partly pumping up the economy (chart 4). SOEs are seen as
having multiple objectives: Besides making profits they are
tasked with developing or acquiring technology for the
country, providing jobs and doing “national service” when
required.
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Chart 4: Private investment is picking up as state-led investment
cools
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An initial stage of ridding inefficiencies in the SOEs was supply-
side reforms where production limits were set to cap capacity
in the centrally-planned command economy. This was needed
in some sectors with over-capacity such as steel and coal to
staunch the bleeding from irrational competition. The second
stage of reform was in stopping new capacity. We have now
entered a third stage where China is forcing consolidation and
reducing the number of SOEs through bankruptcies, debt
restructuring and mega mergers. The consolidation sees the
weaker SOEs merged with their stronger peers, as well as
vertical integration to create “national champions” in
respective industries that can compete globally.

Political system that is unabashedly
undemocratic

In March this year (2018), China’s National People’s Congress
approved constitutional changes to remove term limits for
China'’s President. This raised some concerns among critics
who questioned the wisdom of allowing President Xi Jinping
to effectively remain President for life or rule indefinitely,
pointing to the undemocratic nature of such a move. Those
schooled in Western liberal democracy hold the implicit
assumption that democracy and capitalism are the best
systems of governance. It is thought that the free market
allocates capital more efficiently than a command economy
where bureaucrats, tasked with directing resources into the
right sectors, always get it wrong. The view is that democracy
is a fairer system for the average person and is better at
preventing corruption and despotic rule.

The Chinese system of “socialism with Chinese characteristics”
is clearly very different from liberal democracy but we think
that being at odds with this Western ideal does not mean it is
inferior or doomed to fail. Every country interprets events
through the lens of its own history, culture and way of
thinking. China sees itself as needing to be governed from the
centre due to its size. The confidence that such a system serves

' Source: Open Times “Philosophy and History: Interpreting the ‘Xi
Jinping Era’ through Xi's Report to the Nineteenth National
Congress of the CCP”, Jan 2018
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it well in part stems from its history where there are many
examples of great emperors who served the people well.

The German sociologist and philosopher Max Weber defines
authority as taking three forms: 1) charismatic; 2) traditional;
and 3) legal-rational. Each of these translates into a different
type of leadership. First, a charismatic leader has traits that
make him extraordinary. He is not just capable but has the
power of charisma to unite divided people to follow him. In
the second form of traditional authority, the leader, though
possessing a dominant personality, depends on established
tradition or the prevailing order in society, for his mandate to
rule. The third form, legal-rational authority is derived from
clearly defined laws. It is not the innate qualities of the leader
that enables him to lead, but the procedures and laws which
give him legitimacy and competency to rule. Much of
contemporary society depends on this form of rational
authority as the rule of law, with a bureaucracy developed to
establish order and address problems.

Chinese scholars such as Peking University law professor Jiang
Shigong1 argue that President Xi has all three forms of
authority. He has legal authority as Party Secretary and
President, traditional authority being “borne of the Party’s
historical tradition” and most importantly, has special
“charismatic authority”. It can be argued that Xi is the first of
China’s modern leaders to possess all 3 forms of authority.
With this, he is able to push through the crucial reforms
needed for steering the China behemoth toward a sustainable
growth path.

Reform is about identifying the issues, devising a solution,
having the power to implement the solution and being
prepared to use that power. Xi has on many occasions talked
about the three battles China needs to fight: against poverty,
pollution and excessive leverage and speculation in the
financial sector. Thus, he clearly acknowledges the issues -
unlike the United States before the Global Financial Crisis or
most Asian countries before the Asian Financial Crisis. Xi clearly
has the authority, and is arguably much stronger than any
other global leader of a major country. He has put in place
technocrats to come up with solutions such as vice-premier Liu
He, a trained economist, and central bank governor Yi Gang.
President Xi has also shown that he is not afraid to use his
authority, such as in his crackdown on corruption.

As a nod to the popularity and acceptance of President Xi, the
average Chinese has professed a favourable view of the
economy and is optimistic about the future. Surveys done by
The Pew Research Center show that close to 90 percent of
respondents in China think their current economic situation is
good, compared to the US (Chart 5), where the rate hovers at
50 percent. As a barometer of sentiment towards the future,
more than 80 percent of Chinese think their children will be
financially better off than them, contrast that with the US
where less than 40 percent think so. Hence it seems that the
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populace is satisfied with the state of affairs and so political
risk is very low in China.

Chart 5: Pew Survey of Views on Own Economy
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Pulling it all together — why this time it's
different

While China has embarked on many reforms in the past, what
is different this time, giving us confidence that it will succeed,
is the presence of a strong leader in the form of President Xi
Jinping. The process of reform involves some hardship and
there is a need for the determined will of a commander-in-
chief to stay the course and persuade his constituents that the
pain they endure is worth the benefits in the long run. The
changes needed to avoid the middle income trap and make
the hard decisions to deflate the shadow banking sector are
best made by either a centralised system with a strong leader —
as in China’s case, or by a democracy whose leader has won a
very strong mandate for reform.

In China’s case, President Xi is a charismatic leader with real
authority and he has put in place competent people and the
machinery to ensure his decisions are complied with. They
have charted a long-term plan and are addressing issues such
as those in the financial sector. A few years ago, one could
accuse China of allowing excessive growth in shadow banking
and not controlling its SOEs, but we believe this is being
addressed. China’s success in arresting the growth of shadow
banking is all the more remarkable in that this has occurred
without a major slowdown in the economy. In fact, economic
growth in 2017 accelerated to 6.8% from 6.7%, the first
acceleration in 7 years.

In the area of SOE reform, this has taken on various guises in
the past but we think that under President Xi, this time the
clean-up and consolidation is more promising. Supply side
reform, which at first looked like government sponsored old
fashioned oligopolies, have been very successful in the coal
and steel sectors. Excess inefficient supply have been taken
out and new capacity additions reduced. Consolidation is now
an important part of moving the SOEs to another level to reap
higher returns on capital. Traditionally, many SOEs have had
supporters in various levels of government that hindered
consolidation as rent-seeking bureaucrats protected their turf.
Under the new regime with the clear direction of President Xi,
consolidation is taking place and should lead to less wasted
capex as well as higher returns in the future.
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With the deliberate attempts to curb the shadow banking
sector, economic growth will slow in the short term. But that is
a good thing, with the focus shifting to quality growth and
reform. Issues almost always crop up when things are coasting
along, regulators are complacent or powerless to act.

The emphasis is now on developing the services sector, which
implicitly has lower returns compared with the early stages of
development where rolling out factories reaped easy gains.
The long-term goal would be to transform the economic
structure with a pullback from reliance on exports and getting
rid of the weaknesses in the economy. Navigating the pitfalls
of the middle income trap would mean addressing the income
inequality that is slowly but surely creeping into the system.
Successfully achieving this would forge a more harmonious
and stronger society.

Having studied the Japanese experience and concluding that
one of its mistakes was in failing to drive industries to further
innovate, China has crafted policies to address this. The Made
in China (MIC) 2025 initiative is one such industrial policy
aimed at propelling the nation onto the world stage and key to
securing its future as a major player in global industries. China
has and will continue to invest significant amounts of capital in
these industries to achieve its goals, and if allowed to, would
buy companies that have globally strong intellectual property.
Despite the bellicose trade rhetoric from the US, which is partly
aimed at MIC 2025, it is very unlikely that China will change
what it is trying to achieve. In fact, the recent US trade ban on
ZTE which brought the Chinese telecommunications company
to its knees, would only serve to bolster China’s determination
to cut its reliance on the US and acquire or devise its own
technology.

President Xi has noted in past speeches that China had missed
the industrial revolution, which was a key reason for its
weakness in the 19th and 20th centuries, so it cannot afford to
fall behind in the current technology and data revolution.
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Important Information

This document is prepared by Nikko Asset Management Co., Ltd.
and/or its affiliates (Nikko AM) and is for distribution only under such
circumstances as may be permitted by applicable laws. This
document does not constitute investment advice or a personal
recommendation and it does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient.

This document is for information purposes only and is not intended to
be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in
this material will not affect Nikko AM's investment strategy in any
way. The information and opinions in this document have been
derived from or reached from sources believed in good faith to be
reliable but have not been independently verified. Nikko AM makes
no guarantee, representation or warranty, express or implied, and
accepts no responsibility or liability for the accuracy or completeness
of this document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
document. This document should not be regarded by recipients as a
substitute for the exercise of their own judgment. Opinions stated in
this document may change without notice.

In any investment, past performance is neither an indication nor
guarantee of future performance and a loss of capital may occur.
Estimates of future performance are based on assumptions that may
not be realised. Investors should be able to withstand the loss of any
principal investment. The mention of individual stocks, sectors,
regions or countries within this document does not imply a
recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of
any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of
Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention
and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.

Japan: The information contained in this document pertaining
specifically to the investment products is not directed at persons in
Japan nor is it intended for distribution to persons in Japan.
Registration Number: Director of the Kanto Local Finance Bureau
(Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers
Association/Japan Securities Dealers Association.

United Kingdom and rest of Europe: This document constitutes a
financial promotion for the purposes of the Financial Services and
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).

This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
Order and (c) persons to whom this document may otherwise lawfully
be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.

United States: This document is for information purposes only and is
not intended to be an offer, or a solicitation of an offer, to buy or sell
any investments. This document should not be regarded as
investment advice. This document may not be duplicated, quoted,
discussed or otherwise shared without prior consent. Any offering or
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distribution of a Fund in the United States may only be conducted via
a licensed and registered broker-dealer or a duly qualified entity.
Nikko Asset Management Americas, Inc. is a United States Registered
Investment Adviser.

Singapore: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. Nikko Asset Management Asia
Limited is a regulated entity in Singapore.

Hong Kong: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. The contents of this document
have not been reviewed by the Securities and Futures Commission or
any regulatory authority in Hong Kong. Nikko Asset Management
Hong Kong Limited is a licensed corporation in Hong Kong.

Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM
Australia) is responsible for the distribution of this information in
Australia. Nikko AM Australia holds Australian Financial Services
Licence No. 237563 and is part of the Nikko AM Group. This material
and any offer to provide financial services are for information
purposes only. This material does not take into account the
objectives, financial situation or needs of any individual and is not
intended to constitute personal advice, nor can it be relied upon as
such. This material is intended for, and can only be provided and
made available to, persons who are regarded as Wholesale Clients for
the purposes of section 761G of the Corporations Act 2001 (Cth) and
must not be made available or passed on to persons who are
regarded as Retail Clients for the purposes of this Act. If you are in any
doubt about any of the contents, you should obtain independent
professional advice.

New Zealand: Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) is the licensed Investment Manager
of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale
Investment Scheme.

This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent, should consult an
Authorised Financial Adviser and the relevant Product Disclosure
Statement or Fund Fact Sheet (available on our
websitewww.nikkoam.co.nz).

Kingdom of Bahrain: The document has not been approved by the
Central Bank of Bahrain which takes no responsibility for its contents.
No offer to the public to purchase the Strategy will be made in the
Kingdom of Bahrain and this document is intended to be read by the
addressee only and must not be passed to, issued to, or shown to the
public generally.

Kuwait: This document is not for general circulation to the publicin
Kuwait. The Strategy has not been licensed for offering in Kuwait by
the Kuwaiti Capital Markets Authority or any other relevant Kuwaiti
government agency. The offering of the Strategy in Kuwait on the
basis a private placement or public offering is, therefore, restricted in
accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as
amended). No private or public offering of the Strategy is being made
in Kuwait, and no agreement relating to the sale of the Strategy will
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be concluded in Kuwait. No marketing or solicitation or inducement
activities are being used to offer or market the Strategy in Kuwait.

Kingdom of Saudi Arabia: This document is communicated by Nikko
Asset Management Europe Ltd (Nikko AME), which is authorised and
regulated by the Financial Services and Markets Act 2000 (as
amended) (FSMA) and the rules of the Financial Conduct Authority
(the FCA) in the United Kingdom (the FCA Rules). This document
should not be reproduced, redistributed, or sent directly or indirectly
to any other party or published in full or in part for any purpose
whatsoever without a prior written permission from Nikko AME.

This document does not constitute investment advice or a personal
recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient. In providing a person with this
document, Nikko AME is not treating that person as a client for the
purposes of the FCA Rules other than those relating to financial
promotion and that person will not therefore benefit from any
protections that would be available to such clients.

Nikko AME and its associates and/or its or their officers, directors or
employees may have or have had positions or material interests, may
at any time make purchases and/or sales as principal or agent, may
provide or have provided corporate finance services to issuers or may
provide or have provided significant advice or investment services in
any investments referred to in this document or in related
investments. Relevant confidential information, if any, known within
any company in the Nikko AM group or Sumitomo Mitsui Trust Bank
group and not available to Nikko AME because of regulations or
internal procedure is not reflected in this document. The investments
mentioned in this document may not be eligible for sale in some
states or countries, and they may not be suitable for all types of
investors.

Oman: The information contained in this document nether
constitutes a public offer of securities in the Sultanate of Oman as
contemplated by the Commercial companies law of Oman (Royal
decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98,
nor does it constitute an offer to sell, or the solicitation of any offer to
buy non-Omani securities in the Sultanate of Oman as contemplated
by Article 139 of the Executive Regulations to the Capital Market law
(issued by Decision No. 1/2009). This document is not intended to
lead to the conclusion of any contract of whatsoever nature within
the territory of the Sultanate of Oman.

Qatar (excluding QFC): The Strategies are only being offered to a
limited number of investors who are willing and able to conduct an
independent investigation of the risks involved in an investment in
such Strategies. The document does not constitute an offer to the
public and should not be reproduced, redistributed, or sent directly or
indirectly to any other party or published in full or in part for any
purpose whatsoever without a prior written permission from Nikko
Asset Management Europe Ltd (Nikko AME). No transaction will be
concluded in your jurisdiction and any inquiries regarding the
Strategies should be made to Nikko AME.

United Arab Emirates (excluding DIFC): This document and the
information contained herein, do not constitute, and is not intended
to constitute, a public offer of securities in the United Arab Emirates
and accordingly should not be construed as such. The Strategy is only
being offered to a limited number of investors in the UAE who are (a)
willing and able to conduct an independent investigation of the risks
involved in an investment in such Strategy, and (b) upon their specific
request.

The Strategy has not been approved by or licensed or registered with
the UAE Central Bank, the Securities and Commodities Authority or
any other relevant licensing authorities or governmental agencies in
the UAE. This document is for the use of the named addressee only
and should not be given or shown to any other person (other than
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employees, agents or consultants in connection with the addressee's
consideration
thereof).

No transaction will be concluded in the UAE and any inquiries
regarding the Strategy should be made to Nikko Asset Management
Europe Ltd.
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